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Summary

to generate much higher federal revenues than

expected and progressively larger budget sur-
pluses. As a result, the Congressional Budget Office
(CBO) projects that the total budget surplus in fiscal
year 2000 will reach $232ltkon in the absence of
legislation that would affect spending or tax receipts
this year. (As this report was being prepared, the
Congress was considering a supplemental appropria-
tion bill that could add more than $10 billion to spend-
ing in 2000.) That estimate of the surplus is $53 bil-
lion higher than the estimate CBO published in April,
largely because revenues have continued to outstrip
expectations. If the $232 billion surplus materializes,

The exceptionally strong U.S. economy continues

it will equal 2.4 percent of gross domestic product
(GDP), the largest share of the economy since 1948.

Perhaps more important to some policymakers,
the on-budget surplus (which excludes the spending
and revenues of Social Security and the Postal Ser-
vice) is now expected to rise to $84 billion this year
under current policies—over three times as much as
CBO previously estimated. The on-budget surplus
will rise to more than $100 billion in 2001, CBO pro-
jects, and to annual levels approaching or exceeding
$400 billion by 2010, depending on assumptions about
future levels of discretionary spending.

Summary Table 1.

CBO'’s Five-Year and Ten-Year Projections of the Surplus Under Alternative Versions of the Baseline

(By fiscal year, in billions of dollars)

Total, 2001-2005

Total, 2001-2010

Inflated Frozen

Capped
Appropriations®  Appropriations® Appropriations®

Inflated Frozen Capped
Appropriations® Appropriations® Appropriations®

On-Budget Surplus 695 969 1,179 2,173 3,349 3,387
Off-Budget Surplus 1,001 1,003 1,001 2,388 2,395 2,388
Total Surplus 1,696 1,971 2,180 4,561 5,744 5774

SOURCE: Congressional Budget Office.

a. Afteradjustmentfor advance appropriations, this version of the baseline assumes that discretionary spending grows at the rate of inflation after

2000.

b. After adjustment for advance appropriations, this version of the baseline assumes that discretionary spending is frozen at the level enacted for

2000.

c. Thisversion of the baseline assumes that discretionary spending equals CBO's estimates of the statutory caps on such spending through 2002

and grows at the rate of inflation thereafter.
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Summary Table 2.
Changes in Projected Surpluses Since April Under Alternative Versions of the Baseline
(By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000 2

April Total Budget Surplus 179 181 212 231 250 273 330 374 404 449 495
On-budget 26 15 29 36 42 48 92 121 138 169 202
Off-budget 153 166 182 195 209 225 238 253 266 280 293

Changes

Total revenues 63 93 106 114 117 124 129 133 140 147 155
On-budget 64 86 94 100 103 109 113 117 122 129 135
Off-budget -1 7 12 14 15 15 16 17 17 19 20

Total outlays 10 6 5 * -1 -5 -10 -15 -22 -28 -34
On-budget 6 -1 -2 -7 -10 -13 -17 -22 -28 -34 -40
Off-budget 3 8 7 8 8 8 7 7 6 6 6

Total Effect on Surplus 53 87 101 113 119 129 138 149 161 175 190
On-budget 57 87 97 107 112 121 130 139 150 163 175
Off-budget -4 * 4 6 6 8 8 10 11 13 15

July Total Budget Surplus 232 268 312 345 369 402 469 523 565 625 685
On-budget 84 102 126 143 154 169 222 260 288 332 377
Off-budget 149 165 186 202 215 232 247 263 278 293 307

Discretionary Spending Is Frozen at the Level Enacted for 2000 @

April Total Budget Surplus 179 192 237 273 315 358 436 502 558 629 704
On-budget 26 27 54 77 106 132 197 248 290 349 410
Off-budget 153 166 182 196 209 225 239 254 267 281 294

Changes

Total revenues 63 93 106 114 117 124 129 133 140 147 155
On-budget 64 86 94 100 103 109 113 117 122 129 135
Off-budget -1 7 12 14 15 15 16 17 17 19 20

Total outlays 10 4 -1 -10 -15 -21 -29 -38 -47 -57 -68
On-budget 6 -3 -8 -18 -23 -29 -36 -44 -53 -63 -73
Off-budget 3 7 7 8 8 8 7 7 6 6 5

Total Effect on Surplus 53 89 107 124 132 145 158 171 187 205 223
On-budget 57 89 103 117 126 138 149 161 176 192 208
Off-budget -4 * 4 7 7 8 9 10 11 13 15

July Total Budget Surplus 232 281 344 397 447 503 594 673 745 834 927

On-budget 84 116 157 195 231 270 346 410 466 541 618

Off-budget 149 166 187 202 216 233 248 263 279 294 309
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Summary Table 2.
Continued

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Discretionary Spending Equals CBO'’s Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter

April Total Budget Surplus 179 239 297 324 348 379 440 487 527 580 634

On-budget 26 73 115 129 139 154 202 234 261 300 341

Off-budget 153 166 182 195 209 225 238 253 266 280 293
Changes

Total revenues 63 93 106 114 117 124 129 133 140 147 155

On-budget 64 86 94 100 103 109 113 117 122 129 135

Off-budget -1 7 12 14 15 15 16 17 17 19 20

Total outlays 10 3 -2 -9 -13 -19 -26 -35 -44 -54 -63

On-budget 6 -4 -10 -16 -21 -27 -34 -41 -50 -59 -69

Off-budget 3 8 7 8 8 8 7 7 6 6 6

Total Effect on Surplus 53 90 108 123 130 143 155 168 183 201 219

On-budget 57 90 104 116 124 135 146 158 172 188 204

Off-budget -4 * 4 6 6 8 8 10 11 13 15

July Total Budget Surplus 232 329 405 446 478 522 595 655 711 781 853

On-budget 84 163 219 245 263 290 348 393 433 488 545

Off-budget 149 165 186 202 215 232 247 263 278 293 307

SOURCE: Congressional Budget Office.
NOTE: * = between -$500 million and $500 million.

a. After adjustment for advance appropriations.

The Budget Outlook

As it did in previous reports this year, CBO has pro-
duced three variations of its baseline projections,
which differ only in their treatment of discretionary
spending (and the corresponding effect on netinterest).
The “inflated” variation assumes that budget authority
for discretionary programs grows at the rate of infla-
tion each year after 2000. The “freeze” variation as-
sumes that discretionary budget authority each year
equals the level enacted for 2000, plus the amount al-
ready enacted for 2001. The “capped” variation as-

sumes that discretionary spending adheres to the statu-

tory caps on such spending that are in effect through
2002 and increases at the rate of inflation thereafter.

The outlook for the budget is bright under all
three variations of the baseline. CBO projects steadily
mounting surpluses in the coming decade if current
laws and policies do not change and the economy per-
forms as CBO assumes. Over the five-year period
from 2001 through 2005, off-budget surpluses are
projected to add up to around $1 trillion (see Sum-
mary Table 1 on page xi). Cumulative on-budget sur-
pluses range from $0.7 trillion under the inflated vari-
ation to $1.2 trillion under the capped variation.

Over the 10-year period through 2010, surpluses
are projected to mount further. Off-budget surpluses
from 2001 through 2010 total $2.4 trillion, and cumu-
lative on-budget surpluses range from $2.2 trillion
under the inflated variation to $3.4llion under the
capped variation. Those large numbers should be ap-
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proached with caution, however. Substantial devia- revised estimates of revenues, which are now projected
tions can result from incorrect economic and technical to be $63 billion higher in 2000 than previously antici-
assumptions, not to mention the effect of future legis- pated (see Summary Table 2). Such increases con-
lative action (which is not incorporated into baseline tinue throughout the next 10 years: CBO's revenue
estimates). projections are up by a total of $554 billion between
2001 and 2005 and $1.26 trillion between 2001 and
The current budget outlook is more favorable 2010. Those revisions can be attributed mainly to
than CBO projected in April, when it last published its  changes in CBO’s economic forecast—in patrticular,
budget baseline. Most of the improvement stems from  stronger economic growth and slightly higher inflation.

Summary Table 3.
CBOQO'’s Economic Projections for Calendar Years 2000-2010

Actual Forecast Projected Annual Average
1999 2000 2001 2001-2005 2006-2010

Nominal GDP (Percentage change)

July 2000 5.7 7.0 5.3 4.8 4.6

January 2000 54 5.0 4.8 4.5 4.5
Real GDP?® (Percentage change)

July 2000 4.2 4.9 3.1 2.7 2.7

January 2000 3.9 3.3 3.1 2.7 2.8
GDP Price Index® (Percentage change)

July 2000 14 21 21 2.0 1.8

January 2000 1.4 1.6 1.6 1.7 1.7
Consumer Price Index® (Percentage change)

July 2000 2.2 3.1 2.7 2.7 25

January 2000 2.2 2.5 2.4 2.5 2.5
Unemployment Rate (Percent)

July 2000 4.2 3.8 3.7 4.3 5.1

January 2000 4.2 4.1 4.2 4.6 5.2
Three-Month Treasury Bill Rate (Percent)

July 2000 4.6 5.9 6.7 5.3 4.8

January 2000 4.6 54 5.6 51 4.8
Ten-Year Treasury Note Rate (Percent)

July 2000 5.6 6.5 6.8 6.0 5.7

January 2000 5.6 6.3 6.4 5.9 5.7

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Federal Reserve Board; Department of Labor,
Bureau of Labor Statistics.

NOTE: Percentage changes are year over year.
a. Based on chained 1996 dollars.
b. The GDP price index is virtually the same as the implicit GDP deflator.

c. The consumer price index for all urban consumers.
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Under the inflated variation, CBO is now expect-
ing higher outlays in the next few years than it did in
April, but lower outlays beginning in 2004 than it did
previously. (Total outlays are lower beginning in
2002 under both the freeze and capped variations.)
The near-term increase in outlay projections results
chiefly from recent laws that raised spending on agri-
cultural programs and repealed the earnings test for
most Social Security recipients. Outlays in 2000 are
projected to be $10 billion higher than CBO antici-
pated earlier; additional appropriations or the reversal
of previously enacted shifts in the timing of certain
payments could increase that figure. Most of the pro-
jected decline in outlays in later years is caused by
lower interest payments that result from the increased
projections of revenues.

The Economic Outlook

Despite the slowdown that seems to be occurring dur-
ing the second quarter of this year, the U.S. economy
remains robust, and CBO has changed some aspects
of its economic forecast to reflect that strength. CBO
now expects the levels of nominal and real (inflation-
adjusted) GDP to be moderately higher in 2000 and
2001 than it anticipated in January, when it published
its previous economic forecast. (CBO did not update
its economic forecast in April.) Those higher esti-
mates stem in part from the rapid growth of economic
activity during the fourth quarter of calendar year
1999 and the first quarter of 2000, which took many

private- and public-sector forecasters by surprise. In
addition, the increases in inflation and interest rates
seen this year have prompted CBO to raise its esti-
mates of those indicators for 2000 and 2001.

The current CBO forecasissumes that growth
of the nation’s real GDP will average 4.9 percent this
year and 3.1 percent next year (see Summary Table
3). Inflation, as measured by growth in the consumer
price index for all urban consumers, is expected to
increase from last year by almost a full percentage
point, to 3.1 percent, before tapering off slightly next
year. Interest rates on three-month Treasury bills and
10-year Treasury notes are expected to rise to around
6% percent by 2001.

Beyond 2001, CBO does not forecast the ups and
downs of the economy. Instead, it simply extends his-
torical patterns in such factors as the growth of the
labor force and of productivity, which underlie the
trend growth of real GDP. After incorporating those
patterns, CBO projects that growth of nominal GDP
will eventually fall to an average annual rate of 4.6
percent from 2006 through 2010. Growth of real
GDP is estimated to average 2.7 percent per year dur-
ing the latter part of the decade.

CBO projects that inflation in the 2006-2010
period will average 2.5 percent, or about half a per-
centage point lower than the forecast for this year.
Interest rates similarly drop from today’s levels to
reach a longer-term equilibrium of 4.8 percent for
three-month Treasury bills and 5.7 percent for 10-year
Treasury notes.



Chapter One

The Budget Outlook

remain in place, the Congressional Budget Of-

fice (CBO) projects that the government will
record a total budget surplus of $232 billion in fiscal
year 2000 (see Table 1-1). About $149 billion of that
amount represents the surplus in off-budget accounts
—mainly the Social Security trust funds, whose in-
come and spending are accounted for separately from
the rest of the government. The remaining $84 billion
surplus comes from on-budget accounts. (Those esti-
mates do notinclude the effects of additional appropri-
ations for 2000 or the proposed reversal of previously
enacted shifts in the timing of certain payments, both
of which the Congress is considering and which to-
gether could reduce the total surplus for this year by
$10 billion or more.)

n ssuming that current tax and spending policies

The outlook is substantially brighter than it was
in April, when CBO last updated its budget baseline.
Then, the 2000 surplus was projected to total $179
billion—%$153 billion off-budget and $26 billion on-
budget. All of the improvement in that surplus (and
most of the improvement projected for later years) re-
sults from government revenues that have been higher
than expected. Over the 10-year period from 2001
through 2010, CBO now anticipates an additional
$1.26 trillion in revenues compared with the previous
baseline. That increase can be attributed mostly to
changes in CBO’s economic forecast—in patrticular,

1. See Congressional Budget Officen Analysis of the President's
Budgetary Proposals for Fiscal Year 20@4pril 2000).

stronger economic growth and slightly higher inflation
(see Chapter 2).

According to the Deficit Control Act, CBO’s
baseline must project budget figures by assuming that
current laws and policies remain unchanged (CBO
also makes assumptions about the future performance
of the economy). But for discretionary spending,
whose level is set by the Congress and the President
each year through appropriation acts, determining how
to extrapolate current laws is difficult. Thus, CBO
has once again produced three variations of its base-
line, which differ only in their treatment of discretion-
ary spending and its corresponding effect on net inter-
est spending. The “inflated” variation assumes that
each year after 2000, budget authority for discretion-
ary programs grows at the rate of inflation (see Table
1-2). The “freeze” variation limits discretionary bud-
get authority each year to the level enacted for 2000,
plus the amount already enacted for 2001 (see Table
1-3). The “capped” variation assumes that discretion-
ary spending complies with the statutory caps on such
spending that are in effect through 2002 and increases
at the rate of inflation thereafter (see Table 1-4).

Regardless of the path assumed for discretionary
spending, CBO anticipates steadily mounting sur-
pluses over the next 10 years. The on-budget surplus
is projected to rise to between $377 billion (under the
inflated variation) and $618 billion (under the freeze
variation) in 2010. The total budget surplus is pro-
jected to reach $685 billion that year under the inflated
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variation, $853 billion under the capped variation, and Such lofty levels of total budget surpluses have
$927 billionunder the freeze variation. Those totals  been approached only once since World War Il. In
would represent 4.4 percent, 5.5 percent, and 6.0 per- 1948, when spending dropped precipitously after the
cent, respectively, of the nation’s gross domestic prod- war effort, the surplus equaled 4.6 percent of GDP.
uct (GDP). By 1950, however, that surplus had disappeared.

Table 1-1.
The Budget Outlook Under Current Policies (By fiscal year, in billions of dollars)

Total, Total,
Actual 2001- 2001-
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2005 2010

Discretionary Spending Grows at the Rate of Inflation After 2000 a

On-Budget Surplus 1 84 102 126 143 154 169 222 260 288 332 377 695 2,173
Off-BudgetSurplus 124 149 165 186 202 215 232 247 263 278 293 307 1,001 2,388

Total Surplus 124 232 268 312 345 369 402 469 523 565 625 685 1,696 4,561
Total Surplus as
a Percentage
of GDP 14 2.4 2.6 29 3.0 3.1 3.2 3.6 3.9 4.0 4.2 44 na. n.a.

Discretionary Spending Is Frozen at the Level Enacted for 2000  *

On-Budget Surplus 1 84 116 157 195 231 270 346 410 466 541 618 969 3,349
Off-BudgetSurplus 124 149 166 187 202 216 233 248 263 279 294 309 1,003 2,395

Total Surplus 124 232 281 344 397 447 503 594 673 745 834 927 1971 57744
Total Surplus as
a Percentage

of GDP 14 2.4 2.7 3.2 3.5 3.8 4.1 4.6 5.0 5.3 5.6 6.0 na na

Discretionary Spending Equals CBO’s Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter

On-Budget Surplus 1 84 163 219 245 263 290 348 393 433 488 545 1,179 3,387
Off-BudgetSurplus 124 149 165 186 202 215 232 247 263 278 293 307 1,001 2,388

Total Surplus 124 232 329 405 446 478 522 595 655 711 781 853 2,180 5,774
Total Surplus as

a Percentage
of GDP 14 2.4 3.2 3.7 3.9 4.0 4.2 4.6 4.8 5.0 5.3 55 na. n.a.

SOURCE: Congressional Budget Office.
NOTE: n.a. =not applicable.

a. After adjustment for advance appropriations.
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Table 1-2.
CBO's Baseline Budget Projections, Assuming That Discretionary Spending Grows
at the Rate of Inflation After 2000 (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

In Billions of Dollars

Revenues
Individual income 879 997 1,055 1,107 1,155 1,202 1,256 1,313 1,375 1,444 1519 1,601
Corporate income 185 201 201 192 193 198 206 215 222 229 235 241
Social insurance 612 650 692 729 761 789 828 864 901 938 982 1,027
Other 151 160 161 174 181 191 196 202 206 215 224 233
Total 1,827 2,008 2,109 2,202 2,290 2,380 2486 2594 2,706 2,826 2960 3,102
On-budget 1,383 1529 1601 1666 1,729 1,795 1,873 1,955 2,040 2,132 2,235 2,344
Off-budget 444 479 509 537 561 585 613 639 666 694 725 758
Outlays
Discretionary spending 575 608 638 656 676 693 713 728 744 765 785 804
Mandatory spending 978 1,023 1,072 1,125 1,191 1,262 1,344 1,402 1479 1571 1666 1,770
Offsetting receipts -80 -80 -86 -93 -95 -95 -100 -105 -111 -116 @ -122 -129
Net interest 230 224 218 201 174 151 126 101 81 72 64 59
Proceeds from investing excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 9 -31 -57 -88
Total 1,703 1,776 1,841 1,890 1,946 2,011 2,084 2,125 2,183 2,261 2,336 2,417
On-budget 1,382 1,445 1,498 1540 1586 1,641 1,703 1,733 1,780 1,845 1,903 1,966
Off-budget 321 330 343 350 360 370 381 392 403 416 432 451
Surplus 124 232 268 312 345 369 402 469 523 565 625 685
On-budget 1 84 102 126 143 154 169 222 260 288 332 377
Off-budget 124 149 165 186 202 215 232 247 263 278 293 307
Debt Held by the Public 3,633 3,409 3,158 2,854 2,522 2,165 1,774 1,315 1,081 989 887 830
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 281 747 1,263 1,884
As a Percentage of GDP
Revenues
Individual income 9.6 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.3 10.3
Corporate income 2.0 2.1 1.9 1.8 1.7 1.7 1.7 1.7 1.6 1.6 1.6 1.6
Social insurance 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.6 6.6 6.6
Other 17 16 16 16 16 1.6 16 16 15 15 15 15
Total 20.0 20.6 20.5 204 20.2 20.1 20.1 20.1 20.0 20.0 20.0 20.0
On-budget 15.2 15.7 15.5 15.4 15.3 15.2 15.1 15.1 15.1 15.1 15.1 15.1
Off-budget 4.9 4.9 4.9 5.0 5.0 4.9 5.0 4.9 4.9 4.9 4.9 4.9
Outlays
Discretionary spending 6.3 6.2 6.2 6.1 6.0 5.9 5.8 5.6 55 5.4 5.3 5.2
Mandatory spending 10.7 10.5 104 104 10.5 10.7 10.9 10.8 10.9 111 11.3 11.4
Offsetting receipts -0.9 -0.8 -0.8 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net interest 25 2.3 21 1.9 15 1.3 1.0 0.8 0.6 0.5 0.4 0.4
Proceeds from investing excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. -0.1 -0.2 -04 -0.6
Total 18.7 18.2 17.9 17.5 17.2 17.0 16.8 16.4 16.1 16.0 15.8 15.6
On-budget 15.2 14.8 145 14.2 14.0 13.9 13.8 134 13.2 13.0 12.9 12.7
Off-budget 35 34 3.3 3.2 3.2 31 3.1 3.0 3.0 2.9 2.9 2.9
Surplus 14 24 2.6 2.9 3.0 31 3.2 3.6 3.9 4.0 4.2 4.4
On-budget * 0.9 1.0 12 13 1.3 14 17 1.9 2.0 2.2 2.4
Off-budget 14 15 1.6 1.7 1.8 18 1.9 1.9 1.9 2.0 2.0 2.0
Debt Held by the Public 39.9 34.9 30.7 26.4 22.3 18.3 14.3 10.2 8.0 7.0 6.0 5.4
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a. 21 5.3 8.5 12.2
Memorandum:
Gross Domestic Product
(Billions of dollars) 9,116 9,758 10,303 10,814 11,322 11,834 12,370 12,933 13,521 14,137 14,797 15,495

SOURCE: Congressional Budget Office.

NOTE: These numbers have been adjusted for advance appropriations. n.a. = not applicable; * = less than 0.05 percent of GDP.
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Table 1-3.

CBO's Baseline Budget Projections, Assuming That Discretionary Spending Is Frozen

at the Level Enacted for 2000 (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
In Billions of Dollars
Revenues
Individual income 879 997 1,055 1,107 1,155 1,202 1,256 1,313 1,375 1,444 1519 1,601
Corporate income 185 201 201 192 193 198 206 215 222 229 235 241
Social insurance 612 650 692 729 761 789 828 864 901 938 982 1,027
Other 151 160 161 174 181 191 196 202 206 215 224 233
Total 1,827 2,008 2,109 2,202 2,290 2,380 2,486 2594 2,706 2,826 2,960 3,102
On-budget 1,383 1,529 1601 1666 1,729 1,795 1873 1,955 2,040 2,132 2,235 2,344
Off-budget 444 479 509 537 561 585 613 639 666 694 725 758
Outlays
Discretionary spending 575 608 625 627 628 623 625 622 620 621 621 621
Mandatory spending 978 1,023 1,072 1,125 1,191 1,262 1,344 1,402 1,479 1571 1666 1,770
Offsetting receipts -80 -80 -86 -93 -95 -95 -100 -105 -111 -116 -122 -129
Net interest 230 224 217 199 170 143 114 91 78 72 64 59
Proceeds from investing excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. -9 -33 -66 -103 -147
Total 1,703 1,776 1,828 1,859 1,894 1933 1983 2,000 2033 2081 2126 2,175
On-budget 1,382 1,445 1485 1509 1535 1564 1603 1609 1630 1,666 1,695 1,725
Off-budget 321 330 343 350 359 369 380 391 403 415 431 449
Surplus 124 232 281 344 397 447 503 594 673 745 834 927
On-budget 1 84 116 157 195 231 270 346 410 466 541 618
Off-budget 124 149 166 187 202 216 233 248 263 279 294 309
Debt Held by the Public 3,633 3409 3,145 2809 2425 1,991 1,499 1,185 1,081 989 887 830
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. 271 832 1,478 2,203 3,067
As a Percentage of GDP
Revenues
Individual income 9.6 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.3 10.3
Corporate income 2.0 2.1 1.9 1.8 1.7 1.7 1.7 1.7 1.6 1.6 1.6 1.6
Social insurance 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.6 6.6 6.6
Other 17 1.6 16 1.6 16 1.6 16 1.6 15 15 15 15
Total 20.0 20.6 205 20.4 20.2 20.1 20.1 20.1 20.0 20.0 20.0 20.0
On-budget 15.2 15.7 15.5 154 15.3 15.2 151 15.1 151 15.1 151 15.1
Off-budget 4.9 4.9 4.9 5.0 5.0 49 5.0 4.9 4.9 4.9 4.9 4.9
Outlays
Discretionary spending 6.3 6.2 6.1 5.8 5.5 5.3 51 4.8 4.6 4.4 4.2 4.0
Mandatory spending 10.7 10.5 104 10.4 10.5 10.7 10.9 10.8 10.9 111 11.3 114
Offsetting receipts -0.9 -0.8 -0.8 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net interest 25 23 21 1.8 15 1.2 0.9 0.7 0.6 0.5 0.4 0.4
Proceeds from investing excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. -0.1 -0.2 -0.5 -0.7 -0.9
Total 18.7 18.2 17.7 17.2 16.7 16.3 16.0 15.5 15.0 14.7 14.4 14.0
On-budget 15.2 14.8 14.4 14.0 13.6 13.2 13.0 12.4 12.1 11.8 115 11.1
Off-budget 35 3.4 3.3 3.2 3.2 3.1 3.1 3.0 3.0 2.9 2.9 2.9
Surplus 1.4 2.4 2.7 3.2 35 3.8 4.1 4.6 5.0 53 5.6 6.0
On-budget * 0.9 11 15 1.7 2.0 2.2 2.7 3.0 33 3.7 4.0
Off-budget 1.4 15 1.6 17 1.8 18 1.9 1.9 1.9 2.0 2.0 2.0
Debt Held by the Public 39.9 34.9 30.5 26.0 21.4 16.8 121 9.2 8.0 7.0 6.0 5.4
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. 21 6.2 10.5 14.9 19.8
Memorandum:
Gross Domestic Product
(Billions of dollars) 9,116 9,758 10,303 10,814 11,322 11,834 12,370 12,933 13,521 14,137 14,797 15,495

SOURCE: Congressional Budget Office.

NOTE: These numbers have been adjusted for advance appropriations. n.a. = not applicable; * = less than 0.05 percent of GDP.




CHAPTER ONE THE BUDGET OUTLOOK 5

Table 1-4.
CBO's Baseline Budget Projections, Assuming That Discretionary Spending Equals CBO’s Estimates of
the Statutory Caps Through 2002 and Grows at the Rate of Inflation Thereafter (By fiscal year)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

In Billions of Dollars

Revenues
Individual income 879 997 1,055 1,107 1,155 1,202 1,256 1,313 1,375 1,444 1519 1,601
Corporate income 185 201 201 192 193 198 206 215 222 229 235 241
Social insurance 612 650 692 729 761 789 828 864 901 938 982 1,027
Other 151 160 161 174 181 191 196 202 206 215 224 233
Total 1,827 2,008 2,109 2202 2,290 2,380 2,486 2,594 2,706 2,826 2,960 3,102
On-budget 1,383 1529 1601 1666 1,729 1,795 1,873 1955 2,040 2,132 2,235 2,344
Off-budget 444 479 509 537 561 585 613 639 666 694 725 758
Outlays
Discretionary spending 575 608 579 571 587 602 617 633 648 665 681 698
Mandatory spending 978 1,023 1,072 1,125 1,191 1,262 1,344 1,402 1,479 1571 1666 1,770
Offsetting receipts -80 -80 -86 -93 -95 -95 -100 -105 -111 -116 -122 -129
Net interest 230 224 215 194 161 133 102 86 78 72 64 59
Proceeds from investing excess cash  n.a. n.a. n.a. n.a. n.a. n.a. n.a. -16 -44 -75 -110 -150
Total 1,703 1,776 1,780 1,797 1,844 1,902 1,964 1,999 2,050 2,115 2,179 2,249
On-budget 1,382 1,445 1,437 1,447 1,484 1532 1,583 1,607 1,647 1,699 1,747 1,798
Off-budget 321 330 343 350 360 370 381 392 403 416 432 451
Surplus 124 232 329 405 446 478 522 595 655 711 781 853
On-budget 1 84 163 219 245 263 290 348 393 433 488 545
Off-budget 124 149 165 186 202 215 232 247 263 278 293 307
Debt Held by the Public 3,633 3409 3,097 2,700 2,266 1,801 1,290 1,185 1,081 989 887 830
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. 481 1,024 1,636 2,308 3,098
As a Percentage of GDP
Revenues
Individual income 9.6 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.2 10.3 10.3
Corporate income 2.0 21 1.9 1.8 1.7 1.7 1.7 1.7 1.6 1.6 1.6 1.6
Social insurance 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.7 6.6 6.6 6.6
Other 17 1.6 1.6 1.6 1.6 1.6 1.6 1.6 15 15 15 15
Total 20.0 20.6 20.5 204 20.2 20.1 20.1 20.1 20.0 20.0 20.0 20.0
On-budget 15.2 15.7 15.5 15.4 15.3 15.2 15.1 15.1 15.1 15.1 15.1 15.1
Off-budget 4.9 4.9 4.9 5.0 5.0 4.9 5.0 4.9 4.9 4.9 4.9 4.9
Outlays
Discretionary spending 6.3 6.2 5.6 5.3 5.2 5.1 5.0 4.9 4.8 4.7 4.6 4.5
Mandatory spending 10.7 10.5 104 104 10.5 10.7 10.9 10.8 10.9 111 11.3 11.4
Offsetting receipts -0.9 -0.8 -0.8 -0.9 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8 -0.8
Net interest 25 2.3 21 1.8 14 11 0.8 0.7 0.6 0.5 0.4 0.4
Proceeds from investing excess cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. -0.1 -0.3 -0.5 -0.7 -1.0
Total 18.7 18.2 17.3 16.6 16.3 16.1 15.9 155 15.2 15.0 14.7 145
On-budget 15.2 14.8 13.9 134 13.1 12.9 12.8 12.4 12.2 12.0 11.8 11.6
Off-budget 35 34 33 3.2 3.2 3.1 31 3.0 3.0 2.9 2.9 2.9
Surplus 14 24 3.2 3.7 3.9 4.0 4.2 4.6 4.8 5.0 5.3 55
On-budget * 0.9 1.6 2.0 2.2 2.2 2.3 2.7 2.9 3.1 33 35
Off-budget 14 15 1.6 17 18 18 1.9 1.9 1.9 2.0 2.0 2.0
Debt Held by the Public 39.9 34.9 30.1 25.0 20.0 15.2 104 9.2 8.0 7.0 6.0 5.4
Accumulated Excess Cash n.a. n.a. n.a. n.a. n.a. n.a. n.a. 3.7 7.6 11.6 15.6 20.0
Memorandum:
Gross Domestic Product
(Billions of dollars) 9,116 9,758 10,303 10,814 11,322 11,834 12,370 12,933 13,521 14,137 14,797 15,495

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable; * = less than 0.05 percent of GDP.
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Recent Changes to
the Budget Outlook

CBO'’s projections of surpluses through 2010 have
climbed substantially since April. Legislation enacted
by the Congress and the President through June 15
slightly reduces projected revenues and increases pro-
jected spending in 2000 and each year thereafter, CBO
estimates. Butthe effects of that legislation have been
more than offset by changes to revenue and outlay es-
timates that have boosted projected surpluses. Most
of the improvement in the budget outlook stems from
the continuing strength of the economy, which leads to
higher projected revenues. Lower projected levels of
mandatory spending—including smaller net interest
payments on the federal debt because of the larger
surpluses—also contribute to the brighter picture.

As it periodically revises its baseline, CBO gen-
erally divides the revisions into three categories on the
basis of their cause. Legislative revisions represent
the budgetary effects of laws enacted since the previ-
ous projections. Economic revisions result from
changes in the economic forecast that underpins the
budget projections. Technical revisions are the “all
other” category—typically, they result from informa-
tion that has become available to analysts since the
previous projections, such as spending so far for that
year or changes in assumptions about the use of or
eligibility for programs.

The categorization of revisions from baseline to
baseline should be interpreted with caution. For ex-
ample, legislative changes represent CBO's best esti-
mate of the future effects of a law around the time it is
enacted. If the new law proves to have different ef-
fects fromthose initially estimated, the differences will
be reflected as technical reestimates in later revisions
to the baseline. Distinguishing between economic and
technical reestimates is similarly imprecise. Changes
in some factors that are related to economic perfor-
mance—such as the level of capital gains realizations
or participation rates for various entitlement pro-
grams—are classified as technical reestimates because
they are not driven directly by changes in the compo-
nents of CBO’s economic forecast. Despite such im-

perfections, tracking and classifying reestimates of
revenues and spending as either legislative, economic,
or technical is useful to budget analysts as they try to
evaluate an improving (or worsening) budget outlook
(see Box 1-1).

The current versions of CBO'’s baseline incorpo-
rate information about revenues and outlays through
April—the first seven months of fiscal year 2000—
from the Treasury Departmentidonthly Treasury
Statementas well as data through June 15 from the
Daily Treasury StatementFor all three variants of
the baseline, revisions to revenues and mandatory pro-
grams (other than interest) are exactly the same. Dif-
ferences among the three variants occur only in
changes to projections of discretionary spending and
net interest (see Tables 1-5 through 1-7).

Changes in projected revenues account for most
of the improvement in the budgetary picture since
April—and they largely result from the improved eco-
nomic outlook. Outlay changes each year are much
smaller.

Changes in Revenues

Higher-than-expected revenues through the middle of
June, along with continued strong economic growth,
boost CBO'’s estimate of revenues in 2000 to over $2
trillion, about $63 billion more than CBO estimated in
April. Revenues are projected to rise to $3.1 trillion
by 2010—an upward reestimate of $155 billion, the
bulk of which is driven by changes in the economic
forecast.

Legislative Revisions Legislation enacted since
April is expected to decrease revenues slightly over the
next 10 years. The Trade and Development Act of
2000 will lower collections of customs duties by about
$8 million in 2000, CBO estimates, and by larger
amounts in later years.

Economic Revisions Roughly $28 billion of the $63
billion revision to projected revenues in 2000 can be
attributed to the stronger economy, which has affected
all of the major sources of revenue. Projections of
individual income taxes are up by about $10 billion,
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The budget outlook has improved dramatically in recent
years. The deficits that forecasters once anticipated for
fiscal years 1998 and 1999 disappeared in a surge of reve-
nues that created surpluses instead. Those surpluses are
expected to continue growing in 2000 and beyond. The
credit for that turnaround goes primarily to the strong per-
formance of the economy; legislation enacted in the past
few years has had only a minimal impact.

Back in January 1997, the Congressional Budget Of-
fice (CBO) projected deficits for the next several years,
including a deficit of $171 billion for 2000 (see the figure
below). Now, in the absence of additional legislative ac-
tion, CBO is estimating a surplus of $232 billion for this
year—an improvement of $404 billion. Changes in eco-
nomic or technical factors more than accounted for that im-
provement, increasing the projected surplus for 2000 by an
estimated $440 billion, whereas legislation decreased it by
an estimated $37 billion. (That figure for legislation repre-
sents the sum of reestimates that CBO made each year on
the basis of information available at the time. The actual
effect of legislation may have been different but is still
likely to have been small.) Projections for later years are
similarly more optimistic now than in 1997 and are simi-
larly dominated by changes of an economic or technical na-
ture.

More than three-quarters of the improvement in the
budget that occurred between 1998 and 2000, and a major-
ity of the revisions to CBO’s budget estimates through

Sources of Chan ge in CBO's Baseline
Projections Since 1997 (By fiscal year)

0 Deficit (-) or Surplus (Billions of dollars)

500 - Summer 2000 Baseline & _ —
—_—
400 - -
300 | P -
[ Economic and
200 I~ Actual - :
3 Technical Changes
100 %
0 p . .
o Legislation
-100 E
-200 |
-300 January 1997 Baseline 2
_400 1 1 1 1 1 1 1
1997 1999 2001 2003 2005

a. Assumes thatdiscretionary spending equals CBO'satetiof the
statutory caps while they are in effect and grows at the rate of in-
flation thereafter. The caps now extend through 2002; however, in
January 1997, they were in effect only through 1998.

Box 1-1.
How Did the Budgetary Picture Become So Favorable?

2005, result from faster growth of revenues (rather tha
slower spending). Projected revenues for 2000 are nofv
$303 billion more than estimated in 1997. The primary
contributors to that unexpected growth stem from the
strength of the economy and changes in characteristics

income. The types of income that are most important i
determining tax revenues—primarily corporations’ book
profits and workers’ wages and salaries—grew faster th

the nation’s gross domestic product and thus increased the
share of total income that is taxable. Also, the average ef
fective tax rate climbed because of a swift rise in incom¢
among people in the highest tax brackets. Finally, surges
stock prices and growth in stock market volume increasefd
revenues from taxes on capital gains. Those three factors
explain many of the recent changes to both actual revenugs
and the projections of revenues over the next few years.

—

Df

=]

Projected outlays for 2000 are now $101 billion lesg
than in the 1997 baseline. Differences between actual ¢r
currently projected spending and that baseline have a va(rr'
ety of sources. Nevertheless, some economic and technigal
factors stand out. Lower-than-expected inflation has causgd
lower spending to date on mandatory programs that are if-
dexed to inflation and a consequent decrease in CBOls
spending projections for those programs. In addition, ouf
lays for Medicare benefits unexpectedly declined in 1999,
so expectations for future spending on that program have
lessened considerably. Moreover, the sizable improvement
in the budget’'s bottom line has reduced outstanding delpt
held by the public and thus the government’s interest pay
ments on that debt.

In contrast to such economic and technical factors|
legislation has played a small part in improving the budget
ary picture—and has sometimes worsened it. The Balancéd
Budget Act 0f1997 (BBA) cut spending by extending the
caps on discretionary spending and instituting changes {o
rein in Medicare payments. But its companion law, thd
Taxpayer Relief Act of 1997, included provisions (such ag
the child tax credit and various education incentives) thg
diminished revenues at the same time. In addition, appr
priation laws through 2000 enacted much higher discretion-
ary spending than the BBA specified, as the Congress and
the President made liberal use of emergency exemptions o
the caps. In all, legislation has worsened the budget oug-
look for 1998 to 2001 relative to the 1997 projections. Af-
ter 2001, legislative changes make a positive contributior],
but largely as a result of the BBA. The ultimate impact o
that legislation depends on compliance with the statutor
caps for 2001 and 2002. Even in the unlikely event th
those caps are met, the net effect of legislation woul
amount to less than 10 percent of the improved budget out-
look each year.

=3
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Table 1-5.
Changes in Projected Surpluses Since April, Assuming That Discretionary Spending Grows
at the Rate of Inflation After 2000 (By fiscal year, in billions of dollars)

Total,
2001-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010

April Total Budget Surplus 179 181 212 231 250 273 330 374 404 449 495 3,199

Changes in Revenue Projections

Legislative * -1 -1 -1 -1 -1 -1 -1 -1 * * -6
Economic 28 55 68 76 80 87 91 95 101 108 117 878
Technical 34 39 39 39 38 38 38 39 39 39 39 387

Total Revenue Changes 63 93 106 114 117 124 129 133 140 147 155 1,259

Changes in Outlay Projections

Legislative
Discretionary 0 0 0 0 0 0 0 0 0 0 0 0
Mandatory
Social Security 4 4 4 3 3 2 1 1 * * -1 16
Agriculture programs 5 2 2 2 2 2 2 2 2 2 2 20
Debt service * 1 1 2 2 2 3 3 3 4 4 25
Other = = = = = = = = = = = -1
Subtotal 10 7 6 6 6 6 6 6 6 6 6 61
Economic
Discretionary 0 2 6 9 11 13 15 17 18 20 22 133
Mandatory
Social Security 0 2 3 5 6 6 6 6 6 6 6 52
Other retirement programs? 0 * 1 1 1 1 1 2 2 2 2 13
Medicare 0 * 2 3 4 5 5 7 8 9 11 54
Net interest (Rate effects)® 2 6 8 2 1 2 2 1 * * * 22
Debt service® * -4 -7 -11 -14 -18 -22 -27 -32 -38 -44 -216
Other 2 3 2 2 1 1 = 1 1 1 1 -13
Subtotal * 5 9 8 9 9 7 4 1 -2 -4 46
Technical
Discretionary 5 0 0 0 0 0 * * * * 0 0
Mandatory
Social Security -1 * * * 1 1 2 2 3 4 4 19
Medicare -2 -2 -2 -3 -3 -3 -3 -3 -4 -4 -4 -32
Net interest® -2 * -3 -3 -4 -5 -5 -5 -5 -5 -5 -40
Debt service® * -3 -6 -8 -11 -14 -17 -20 -24 -28 -31 -163
Other * > * > i 1 _ 1 _1 _ 1 _1 _ 1 _ 6
Subtotal * -6 -11 -14 -16 -19 -22 -25 -28 -32 -36 -209
Total Outlay Changes 10 6 5 * -1 -5 -10 -15 -22 -28 -34 -103
All Changes
Total Impact on the Surplus 53 87 101 113 119 129 138 149 161 175 190 1,362
July Total Budget Surplus 232 268 312 345 369 402 469 523 565 625 685 4,561
Memorandum:
Total Legislative Changes -10 -8 -7 -7 -7 -7 -7 -6 -6 -6 -6 -66
Total Economic Changes 28 50 59 68 71 78 84 91 100 110 121 832
Total Technical Changes 34 45 49 52 54 57 61 64 67 71 75 596

SOURCE: Congressional Budget Office.

NOTE: * = between -$500 million and $500 million.

a. Civil Service Retirement, Military Retirement, and Railroad Retirement.
b. Includes effect on proceeds from investing excess cash.
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Table 1-6.
Changes in Projected Surpluses Since April, Assuming That Discretionary Spending Is Frozen
at the Level Enacted for 2000 (By fiscal year, in billions of dollars)

Total,
2001-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010

April Total Budget Surplus 179 192 237 273 315 358 436 502 558 629 704 4,204

Changes in Revenue Projections

Legislative * -1 -1 -1 -1 -1 -1 -1 -1 * * -6
Economic 28 55 68 76 80 87 91 95 101 108 117 878
Technical %4 3 _3 _3 _3 _3 _3 _39 _39 _39 _39 387
Total Revenue Changes 63 93 106 114 117 124 129 133 140 147 155 1,259
Changes in Outlay Projections
Legislative
Discretionary 0 0 0 0 0 0 0 0 0 0 0 0
Mandatory
Social Security 4 4 4 3 3 2 1 1 * * -1 16
Agriculture programs 5 2 2 2 2 2 2 2 2 2 2 20
Debt service * 1 1 2 2 2 3 3 3 4 4 25
Other = = = = = = = = = = = -1
Subtotal 10 7 6 6 6 6 6 6 6 6 6 61
Economic
Discretionary 0 0 0 0 0 0 0 0 0 0 0 0
Mandatory
Social Security 0 2 3 5 6 6 6 6 6 6 6 52
Other retirement programs? 0 * 1 1 1 1 1 2 2 2 2 13
Medicare 0 * 2 3 4 5 5 7 8 9 11 54
Net interest (Rate effects)® 2 6 8 2 1 2 2 1 * * * 22
Debt service® * -4 -8 -11 -15 -20 -25 -31 -37 -44 -52 -248
Other 2 3 2 2 _1 _2 1 2 1 _-1 13
Subtotal * 3 3 -2 -4 -7 -11 -17 -23 -29 -35 -120
Technical
Discretionary 5 * * * * * * * * * * *
Mandatory
Social Security -1 * * * 1 1 2 2 3 4 4 19
Medicare -2 -2 -2 -3 -3 -3 -3 -3 -4 -4 -4 -32
Net interest® -2 * -3 -3 -4 -5 -5 -5 -5 -5 -5 -40
Debt service® * -4 -6 -9 -12 -15 -18 -22 -26 -30 -34 -175
Other * > * .1 1 1 _1 _1 _1 _1 _6
Subtotal * -6 -11 -14 -17 -20 -24 -27 -30 -34 -39 -222
Total Outlay Changes 10 4 -1 -10 -15 -21 -29 -38 -47 -57 -68 -282
All Changes
Total Impact on the Surplus 53 89 107 124 132 145 158 171 187 205 223 1,540
July Total Budget Surplus 232 281 344 397 447 503 594 673 745 834 927 5,744
Memorandum:
Total Legislative Changes -10 -8 -7 -7 -7 -7 -7 -6 -6 -6 -6 -66
Total Economic Changes 28 52 65 78 84 93 102 112 124 137 152 998
Total Technical Changes 34 45 49 53 55 58 62 66 69 74 78 609

SOURCE: Congressional Budget Office.

NOTE: * = between -$500 million and $500 million.

a. Civil Service Retirement, Military Retirement, and Railroad Retirement.
b. Includes effect on proceeds from investing excess cash.
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Table 1-7.

Changes in Projected Surpluses Since April, Assuming That Discretionary Spending Equals CBO'’s
Estimates of the Statutory Caps Through 2002 and Grows at the Rate of Inflation Thereafter

(By fiscal year, in billions of dollars)

Total,
2001-
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2010

April Total Budget Surplus 179 239 297 324 348 379 440 487 527 580 634 4,255

Changes in Revenue Projections

Legislative * -1 -1 -1 -1 -1 -1 -1 -1 * * -6
Economic 28 55 68 76 80 87 91 95 101 108 117 878
Technical 34 39 39 39 38 _38 38 39 39 39 39 387
Total Revenue Changes 63 93 106 114 117 124 129 133 140 147 155 1,259
Changes in Outlay Projections
Legislative
Discretionary 0 0 0 0 0 0 0 0 0 0 0 0
Mandatory
Social Security 4 4 4 3 3 2 1 1 * * -1 16
Agriculture programs 5 2 2 2 2 2 2 2 2 2 2 20
Debt service * 1 1 2 2 2 3 3 3 4 4 25
Other = = = = = = = = = = = -1
Subtotal 10 7 6 6 6 6 6 6 6 6 6 61
Economic
Discretionary 0 0 0 2 2 2 2 3 3 3 3 19
Mandatory
Social Security 0 2 3 5 6 6 6 6 6 6 6 52
Other retirement programs? 0 * 1 1 1 1 1 2 2 2 2 13
Medicare 0 * 2 3 4 5 5 7 8 9 11 54
Net interest (Rate effects)® 2 6 8 2 1 2 2 1 * * * 22
Debt service® * -4 -8 -11 -15 -20 -25 -30 -36 -43 -51 -244
Other 2 2 2 =2 4 4 4 4 4 4 a3
Subtotal * 3 3 * -1 -4 - -13 -19 -25 -31 -96
Technical
Discretionary 5 0 0 0 0 0 0 0 0 0 0 0
Mandatory
Social Security -1 * * * 1 1 2 2 3 4 4 19
Medicare -2 -2 -2 -3 -3 -3 -3 -3 -4 -4 -4 -32
Net interest® -2 * -3 -3 -4 -5 -5 -5 -5 -5 -5 -40
Debt service® * -4 -8 -10 -12 -15 -19 -22 -26 -30 -34 -179
Other = = * - _1 1 1 1 1 1 1 _6
Subtotal * -7 -12 -15 -18 -21 -24 -27 -30 -34 -38 -225
Total Outlay Changes 10 3 -2 -9 -13 -19 -26 -35 -44 -54 -63 -261
All Changes
Total Impact on the Surplus 53 90 108 123 130 143 155 168 183 201 219 1,520
July Total Budget Surplus 232 329 405 446 478 522 595 655 711 781 853 5,774
Memorandum:
Total Legislative Changes -10 -8 -7 -7 -7 -7 -7 -6 -6 -6 -6 -66
Total Economic Changes 28 52 65 76 81 91 99 109 121 133 148 974
Total Technical Changes 34 45 51 54 56 59 62 66 69 74 77 612

SOURCE: Congressional Budget Office.

NOTE: * = between -$500 million and $500 million.

a. Civil Service Retirement, Military Retirement, and Railroad Retirement.
b. Includes effect on proceeds from investing excess cash.
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corporate income taxes by about $14 dilliand so-
cial insurance payroll taxes (primarily for Medicare)
by $4 billion. Those increases from CBO'’s previous
baseline are primarily driven by higher-than-expected
levels of wage and salary income, which boost receipts
from individual income and social insurance taxes, and
by higher corporate profits, which increase receipts
from corporate income taxes. The revision in the eco-
nomic outlook accounts for most of the rise in pro-
jected revenues (compared with the April baseline)
throughout the decade.

Technical Revisions The rest of the increase since
April in projected revenues for 2000—more than $34
billion—is attributable to technical changes. Techni-
cal increases to individual income tax receipts amount
to more than $40 billion, slightly offset by lower esti-
mates of social insurance and corporate income tax
revenues. (Detailed information about the types of
income generating the revenues from tax year 1999
will not be available until later this year, and corre-
sponding information for tax year 2000 will not be
available until a year after that.)

In recent years, similar technical revisions to rev-
enues have ultimately been explained by a number of
factors: higher-than-expected receipts from taxes on
individuals’ capital gains; disproportionately strong
growth in income among higher-income taxpayers,
who face the highest marginal tax rates; and rising
estimates of aggregate income in the national income
and product accounts (which are often updated after

baseline revenue projections have been completed).

Some combination of those factors might well be re-
sponsible for the current unexplained revenues. But
lacking detailed information about their source, CBO
has extended its technical revisions to projected reve-

nues through 2010 at about the same level as in 2000.

Changes in Discretionary Spending

Discretionary spending consists of programs whose
spending levels are determined annually through the
appropriation process. Although no legislation that

affects discretionary spending was enacted from April

through mid-June, both economic and technical reesti-
mates have affected CBO's projections of discretion-
ary spending.

Economic Revisions CBO'’s projections of various
measures of inflation—such as the GDP deflator and
the employment cost index for wages and salaries—
are higher now than in the previous economic outlook.
As a result, in the inflated version of the baseline,
which is calculated using such measures, discretionary
spending is roughly $2 billion higher for 2001 and $22
billion higher for 2010 than CBO projected in p
Discretionary spending in the freeze version of the
baseline is not affected by assumptions about inflation
rates, and in the capped version it is affected only
slightly (after 2002, when discretionary spending will
no longer be subject to statutory caps and is assumed
to rise with inflation).

Technical Revisions CBO made technical adjust-
ments to its projections of discretionary spending only
for the current fiscal year. Those adjustments, which
increase projected spending in 2000 by $5 billion,
mainly reflect observed spending to date. Although
the revisions affect nearly all budget functions, by far
the largest deals with spending for defense, which has
been higher than anticipated so far this year.

Changes in Mandatory Spending

Mandatory spending, also known as direct spending,
involves programs whose spending requirements are
defined in authorization laws and are not normally
subject to the yearly appropriation process.

Legislative Revisions Two major pieces of legisla-
tion enacted since April will affect mandatory spend-
ing in 2000 and beyond. The first, the Agricultural
Risk Protection Act of 2000, provides an additional
$5.5 billion in 2000 and $1.5 billion in 2001 for in-
come assistance to agricultural producers. The act
also amends the Federal Crop Insurance Act to make
it cheaper for producers to buy crop insurance and to
increase participation in the insurance program.
Those changes are estimated to cost $0.7 billion in
2001, rising through the decade to $2.5 billion in
2010. (In addition, the act makes relatively small
changes to Medicaid, the State Children’s Health In-
surance Program, and several nutrition programs.)

Second, the Senior Citizens Freedom to Work
Act of 2000 repeals the earnings test that reduces So-
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cial Security benefits for some people between the pro-
gram’s normal retirement age (currently 65) and 69.
For those beneficiaries, a dollar of benefits had been
withheld for every three dollars of earnings above a
certain threshold. Under the new law, those people
will be able to draw their full Social Security benefits
regardless of their earnings. CBO originally estimated
that the law will increase spending by $3.9 billion in
2000 and $20 Hion through2010, although it now
appears that spending in 2000 will be somewhat
lower. Both the Social Security benefit payments and
a small amount of associated administrative costs are
off-budget, accounting for virtually all of the $4 bil-
lion decrease since April in CBO’s estimate of the off-
budget surplus for 2000.

Although projections of outstanding debt have
declined since April because of projected increases in
the surplus, that decline is not as large as it would
have been in the absence of recent legislation. CBO
estimates that legislative changes will boost debt-
service costs by a total of $25 billion over the 2001-
2010 period compared with the April projections.

Economic Revisions Changes in CBO’s economic
forecast include increases in the rate of inflation, re-
ductions in the unemployment rate, and higher interest
rates through 2002. Those changes drive reestimates
for many mandatory programs—particularly Social
Security and Medicare, the two largest entitlement
programs.

Higher projected inflation increases the annual
cost-of-living adjustment given to Social Security
recipients by an estimated $2 billion in 2001 and
around $6 Hlion by 2004. Estimates for other
income-security programs that include mandated cost-
of-living adjustments—such as retirement programs
for railroad workers, government employees, and the
military; Supplemental Security Income; and veterans’
compensation—are similarly affected by CBO'’s re-
vised forecast for inflation. Higher inflation also

pushes up the costs of health care services, and thus of

Medicare, by $0.4 billion in 2001 and $11 billion in
2010.

Just as higher projected inflation increases pro-
jected spending, a decline in the projected unemploy-
ment rate lowers it. CBO has reduced its projection of
federal spending for unemployment benefits by nearly

$1 billion for 2000 and a total of almost $6 billion
between 2001 an#004 as a direct result of the drop
in projected unemployment.

CBO now estimates that the interest rate on
three-month Treasury bills will average 6.6 percentin
2001, a full percentage point higher than its previous
forecast. The rate on 10-year Treasury notes is ex-
pected to average 6.8 percent next year, nearly half a
percentage point higher. Those increases boost the
government’s projected interest costs by $6 billion in
2001, nearly $8 billion in 2002, and smaller amounts
thereafter. By 2004, CBO's projections for interest
rates return to a lower long-term level: 4.8 percent for
three-month bills and 5.7 percent for 10-year notes.

Although most of the economic changes to outlay
projections increase spending and thus reduce the pro-
jected surplus, economic changes that increase reve-
nues are substantially larger. As a result, the overall
effect of economic revisions is to boost the projected
surplus. Forthatreason, changes in debt-service costs
that are classified as economic reduce the projected
amount of interest paid (or increase projected earnings
on excess cash) each year through 2010. The result-
ing annual savings reach $44 billion in 2010 under the
inflated variation of the baseline.

Technical Revisions Technical adjustments to pro-
jections of mandatory spending incorporate new infor-
mation about the operation of mandatory programs,
particularly actual outlays through April. In some
cases, the revisions affect only this year; in others, the
new information necessitates reestimating program
spending through the decade.

The bulk of the technical changes to projections
of mandatory outlays represent reductions in debt-
service costs, largely because of higher revenue esti-
mates. Overall, those technical revisions lower cumu-
lative debt-service costs by $163 billion between 2001
and 2010 in the inflated variation of the baseline.

Other technical reestimates of mandatory spend-
ing are small. Besides the higher cost-of-living adjust-
ments described above, a number of other factors af-
fect the growth of Social Security outlays after 2000.
For example, because the growth of real (inflation-
adjusted) wages is now expected to be higher, benefits
for future retirees are projected to be greater than pre-
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viously estimated. That effect boosts Social Security
spending by as much as $4 billion a year compared
with the April projections.

Spending for the Medicare program was lower
than anticipated through the first two-thirds of this
year, so CBO has reduced its estimate of such spend-
ing by $2 billion for 2000 and similar amounts for
subsequent years. That reestimate reflects a slow-
down in Medicare beneficiaries’ use of services, par-
ticularly home health care. Through the decade, that
reestimate partially offsets the larger increases in
Medicare outlays resulting from higher projected infla-
tion that are included in the economic revisions.

Several other technical revisions to mandatory
spending deserve mention. Higher-than-expected real-
izations from asset sales in both the Federal Savings
and Loan Insurance Corporation Resolution Fund and
the Bank Insurance Fund are expected to offset spend-
ing in 2000 by an additional $1.1 billion. In addition,
participation rates for the Food Stamp program are
estimated to be lower in the near term, resulting in
lower outlays for that program. Finally, an expected
revision by the Department of Education to its esti-
mate of the subsidy costs of previously issued student
loans—as well as year-to-date outlays associated with
such loans—has prompted CBO to reestimate its base-
line for that program. In total, the reestimate reduces
projected spending by the Department of Education in
2000 by $1.9 billion.

Projections of Revenues and
Spending Through 2010

CBO projects that revenues will reach a post-World
War Il high of 20.6 percent of GDP this year. Barring
any changes in policy, revenues are expected to fall
slowly to a level of 20.0 percent of GDP by 2007,
where they will remain through 2010 (see Tables 1-2
through 1-4).

Individual income tax receipts—bolstered pri-
marily by high capital gains realizations and increases
in the effective tax rate—have been the main source of

the rapid growth in revenues as a percentage of GDP
that has occurred in recent years. (Total revenues
have grown from 18.5 percent of GDP in 1995 to the
projected level of 20.6 percent this year). Sharp rises
in stock prices help explain the higher realizations of
capital gains. And strong growth in real income,
along with especially rapid growth in income among
high-income taxpayers, who are taxed at the highest
marginal rates, has boosted the effective tax rate.

CBO expects total revenues to grow by 9.9 per-
cent this year, but it does not expect them to continue
increasing more rapidly than the overall growth of
GDP for much longer. Between 2001 and 2010, reve-
nues will grow at an average rate of 4.4 percent a
year, CBO projects, compared with an average rate of
4.7 percent for nominal GDP.

On the other side of the ledger, total outlays are
expected to rise more slowly than revenues. Manda-
tory spending in CBO'’s baseline grows by an average
of 6 percent a year, but discretionary spending grows
by less than 3 percent a year in the inflated variation
of the baseline (and by less in the other two varia-
tions), and interest costs decline as debt is paid off.
As a result, total outlays rise by an average of 3.1 per-
cent annually betwee2001 and2010 in the inflated
variation of the baseline. (The corresponding averages
would be 1.9 percent for the freeze variation and 2.6
percent for the capped variation.) As a share of GDP,
outlays are projected to decline from 18.2 percent of
GDP this year to between 14.0 percent and 15.6 per-
cent of GDP in 2010, depending on the assumptions
made about discretionary spending.

Those different assumptions generate signifi-
cantly different outcomes for both the amount of dis-
cretionary spending and its share of total outlays (see
Table 1-8). Discretionary outlays from 2001 through
2010 are more than $965 billion higher in the inflated
variation of the baseline than in the freeze variation
and about $920 billion higher than in the capped vari-
ation. Likewise, discretionary spending continues to
make up roughly one-third of total outlays in the in-
flated variation, whereas it falls to less than 30 percent
of total outlays in the freeze variation. (As recently as
1991, discretionary spending accounted for 40 percent
of total outlays.)
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Entitlements and other mandatory programs will
remain by far the largest spending category in the bud-
get, with outlays expected to total more than $1 trillion
this year and to grow rapidly through 2010 (see Table
1-9). That growth is fueled by spending for Social
Security, Medicare, and Medicaid, which together ac-
count for slightly more than three-quarters of all man-
datory outlays.

Interest costs now make up a sizable portion of
the federal budget. But under CBO’s baseline projec-
tions of rapidly rising surpluses through 2010, out-

standing government debt will decline sharply over
that period. Therefore, despite a projected increase in
interest rates in the near term, annual interest pay-
ments on the debt will fall quickly from their 1999
level of $230 billion (see Table 1-10).

The path of interest costs depends on the size and
composition of the federal debt. If surpluses accrue as
projected, much of the current debt will be paid down
over the next several years; however, a part of it—
including some long-term bonds and savings bonds—
will not be available for redemption during CBO'’s 10-

Table 1-8.

CBO'’s Projections of Discretionary Spending Under Alternative Versions of the Baseline

(By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Discretionary Spending Grows at the Rate of Inflation After 2000 a

Budget Authority
Defense 290 300 309 318 327 335 344 353 362 372 381
Nondefense 280 310 320 330 339 348 357 366 376 386 396
Total 570 611 629 648 666 683 701 719 738 757 777

Outlays
Defense 288 297 304 313 322 333 339 345 357 366 376
Nondefense 320 340 352 363 371 380 390 399 408 418 429
Total 608 638 656 676 693 713 728 744 765 785 804
Discretionary Spending Is Frozen at the Level Enacted for 2000  *#

Budget Authority
Defense 290 290 290 290 290 290 290 290 290 290 290
Nondefense 280 296 296 296 296 296 296 296 296 296 = 296
Total 570 586 586 586 586 586 586 586 586 586 586

Outlays
Defense 288 290 288 289 289 291 289 287 289 289 289
Nondefense 3200 33 339 339 334 334 333 33 332 332 332
Total 608 625 627 628 623 625 622 620 621 621 621
Discretionary Spending Equals CBO’s Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter °

Budget Authority 570 541 550 566 580 595 610 625 641 657 673
Outlays 608 579 571 587 602 617 633 648 665 681 698

SOURCE: Congressional Budget Office.

a. After adjustment for advance appropriations.

b.  The current statutory caps do not divide discretionary spending into defense and nondefense costs.
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Table 1-9.
CBO's Projections of Mandatory Spending (By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Means-Tested Programs

Medicaid 108 115 124 134 145 158 172 188 204 223 243 264
State Children’s Health Insurance
Program 1 2 3 3 3 4 4 4 4 4 4 5
Food Stamps 19 18 19 19 20 21 22 23 23 24 25 26
Supplemental Security Income 28 29 30 32 34 36 41 40 39 44 47 49
Family Support® 20 21 23 24 24 24 25 25 26 26 26 27
Veterans' Pensions 3 3 3 4 4 4 4 3 4 4 4
Child Nutrition 9 9 10 10 11 11 12 12 13 13 14
Earned Income and Child Tax Credits 26
Student Loans 3
Foster Care _5

26 27 27 28 28 29 29 30 30 30
5 6 5 5 5 5 5 5 5 5
-6 _6 _7 _7 _8 _8 _9 9 _10 _ 11

Total 221 233 249 265 280 298 320 337 355 382 407 435

Non-Means-Tested Programs

Social Security 387 405 426 447 469 492 516 541 568 597 630 667
Medicare 209 216 234 243 265 285 312 323 353 379 _409 _441
Subtotal 506 621 660 690 734 777 828 864 921 976 1,039 1,108

Other Retirement and Disability
Federal civilian® 49 51 53 56 58 61 64 67 70 73 76 80
Military 32 33 34 35 36 37 38 39 41 42 43 44
Other 5 _5 _5 _5 _.5 _5 _5 _5 _5 _5 _5 _>5
Subtotal 85 88 92 95 99 103 107 111 115 120 124 129
Unemployment Compensation 21 21 20 22 26 29 31 34 36 38 39 41

Other Programs
Veterans' benefits® 22 22 23 24 26 26 29 28 27 29 30 30
Commodity Credit Corporation Fund 18 29 12 11 9 9 7 6 5 5 5 5
Social services 5 4 5 5 5 5 5 5 5 5 5 5
Credit liquidating accounts -2 -12 -10 9 -210 -1 -11 -1 -11 -1 11 -10
Universal Service Fund 3 4 5 5 6 11 12 12 12 12 12 12
Other 19 12 15 17 17 16 15 16 15 15 16 16
Subtotal 55 60 50 53 52 56 58 56 52 55 57 58
Total 758 790 823 861 911 964 1,024 1,065 1,124 1,189 1,259 1,336
Total

All Mandatory Spending 978 1,023 1,072 1,125 1,191 1,262 1,344 1,402 1,479 1,571 1,666 1,770

SOURCE: Congressional Budget Office.

NOTE: Spending for the benefit programs shown above generally excludes administrative costs, which are discretionary. Spending for Medicare also
excludes premiums, which are considered offsetting receipts.

a. Includes Temporary Assistance for Needy Families, Family Support, Child Care Entitlements to States, and Children's Research and Technical
Assistance.

b. Includes Civil Service, Foreign Service, Coast Guard, and other retirement programs and annuitants' health benefits.
c. Includes veterans' compensation, readjustment benefits, life insurance, and housing programs.
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Table 1-10.
CBO's Projections of Federal Interest Outlays Under Alternative Versions of the Baseline
(By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Discretionary Spending Grows at the Rate of Inflation After 2000 a

Interest on Public Debt

(Gross interest)® 354 364 371 372 358 349 340 330 328 337 350 365

Interest Received by Trust Funds
Social Security 52 60 -69 -81 -92 -103 -115 -127 -141 -155 -171 -187
Other trust funds® -67 _-71 _-76 _-82 _-84 _-87 -90 _-94 _-98 -101 -105 -110
Subtotal -119 -131 -145 -162 -176 -190 -205 -221 -238 -257 -276 -297
Other Interest’ -5 9 8 8 -7 8 8 99 9 9 9 _9
Total (Net interest) 230 224 218 201 174 151 126 101 81 72 64 59

Discretionary Spending Is Frozen at the Level Enacted for 2000  *#

Interest on Public Debt

(Gross interest)® 354 364 370 370 353 341 327 320 325 337 350 365

Interest Received by Trust Funds
Social Security 52 60 -69 -81 -92 -103 -115 -127 -141 -155 -171 -187
Other trust funds® -67 _-71 _-76 _-82 _-84 _-87 -90 _-94 _-98 _-101 -105 -110
Subtotal -119 -131 -145 -162 -176 -190 -205 -221 -238 -257 -276 -297
Other Interest’ -5 9 8 8 -7 8 8 99 9 9 9 _9
Total (Net interest) 230 224 217 199 170 143 114 91 78 72 64 59

Discretionary Spending Equals CBO's Estimates of the Caps Through 2002
and Grows at the Rate of Inflation Thereafter

Interest on Public Debt

(Gross interest)® 354 364 368 364 345 330 316 316 325 337 350 365

Interest Received by Trust Funds
Social Security 52 60 -69 -81 -92 -103 -115 -127 -141 -155 -171 -187
Other trust funds® -67 _-71 _-76 _-82 _-84 _-87 -90 _-94 _-98 _-101 -105 -110
Subtotal -119 -131 -145 -162 -176 -190 -205 -221 -238 -257 -276 -297
Other Interest’ -5 9 8 8 -7 8 8 9 9 9 9 _9
Total (Net interest) 230 224 215 194 161 133 102 86 78 72 64 59

SOURCE: Congressional Budget Office.

NOTE: Because proceeds from investing excess cash are not considered part of net interest, they are not shown in this table.

a. After adjustment for advance appropriations.

b. Excludes interest costs of debt issued by agencies other than the Treasury (primarily the Tennessee Valley Authority).

c. Mainly Civil Service Retirement, Military Retirement, Medicare, unemployment insurance, and the Airport and Airway Trust Fund.

d. Primarily interest on loans to the public.
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Table 1-11.
CBO's Projections of Federal Debt at the End of the Year Under Alternative Versions of the Baseline
(By fiscal year, in billions of dollars)

Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

a

Discretionary Spending Grows at the Rate of Inflation After 2000

Debt Held by the Public 3,633 3,409 3,158 2,854 2,522 2,165 1,774 1,315 1,081 989 887 830
Debt Held by Government Accounts
Social Security 855 1,005 1,171 1,358 1,560 1,775 2,007 2,254 2,517 2,795 3,087 3,394
Other government accounts® 1,118 1,202 1,287 1,384 1481 1,573 1,662 1,762 1,858 1,954 2,050 2,145
Subtotal 1,973 2,207 2,458 2,742 3,041 3,348 3,670 4,016 4,375 4,748 5,137 5,540
Gross Federal Debt 5,606 5,617 5616 5,596 5,563 5,513 5,444 5331 5456 5,737 6,024 6,370
Debt Subject to Limit® 5,568 5,579 5579 5559 5531 5,487 5,424 5311 5,438 5,719 6,006 6,352

Accumulated Excess Cash
Greater Than Debt Available

for Redemption na. na. na na. na. na na. na. 281 747 1,263 1,884
Net Indebtedness® 3,633 3,409 3,158 2,854 2,522 2,165 1,774 1,315 800 242 -376 -1,054
Memorandum:

Debt Held by the Public as a

Percentage of GDP 39.9 349 307 264 223 183 143 102 8.0 7.0 6.0 5.4

a

Discretionary Spending Is Frozen at the Level Enacted for 2000

Debt Held by the Public 3,633 3,409 3,145 2,809 2,425 1,991 1,499 1,185 1,081 999 887 830
Debt Held by Government Accounts
Social Security 855 1,005 1,171 1,358 1,560 1,775 2,007 2,254 2,517 2,795 3,087 3,394
Other government accounts® 1,118 1,202 1,287 1,384 1481 1,573 1,662 1,762 1,858 1,954 2,050 2,145
Subtotal 1,973 2,207 2,458 2,742 3,041 3,348 3,670 4,016 4,375 4,748 5,137 5,540
Gross Federal Debt 5,606 5,617 5603 5,551 5,466 5,339 5,168 5,201 5,456 5,737 6,024 6,370
Debt Subject to Limit® 5,568 5,579 5566 5,514 5,435 5,313 5,148 5,182 5,438 5,719 6,006 6,352

Accumulated Excess Cash
Greater Than Debt Available

for Redemption na. na. na na. na. na na. 271 832 1,478 2,203 3,067
Net Indebtedness® 3,633 3,409 3,145 2,809 2,425 1,991 1,499 914 249 -489 -1,316 -2,237
Memorandum:

Debt Held by the Public as a

Percentage of GDP 39.9 349 305 260 214 168 121 9.2 8.0 7.0 6.0 5.4

(Continued)
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Table 1-11.
Continued
Actual
1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Discretionary Spending Equals CBO's Estimates of the Statutory Caps Through 2002
and Grows at the Rate of Inflation Thereafter
Debt Held by the Public 3,633 3,409 3,097 2,700 2,266 1,801 1,290 1,185 1,081 989 887 830
Debt Held by Government Accounts
Social Security 855 1,005 1,171 1,358 1,560 1,775 2,007 2,254 2,517 2,795 3,087 3,394
Other government accounts® 1,118 1,202 1,287 1,384 1,481 1573 1,662 1,762 1,858 1,954 2,050 2,145
Subtotal 1,973 2,207 2,458 2,742 3,041 3,348 3,670 4,016 4,375 4,748 5,137 5,540
Gross Federal Debt 5,606 5,617 5,555 5,442 5,307 5,149 4,959 5,201 5,456 5,737 6,024 6,370
Debt Subject to Limit® 5,568 5,579 5,518 5,405 5,276 5,123 4,939 5,182 5,438 5,719 6,006 6,352

Accumulated Excess Cash
Greater Than Debt Available

for Redemption n.a. n.a. n.a. n.a. n.a. n.a. na. 481 1,024 1,636 2,308 3,098
Net Indebtedness® 3,633 3,409 3,097 2,700 2,266 1,801 1,290 704 57 -647 -1,421 -2,268
Memorandum:

Debt Held by the Public as a

Percentage of GDP 399 349 301 250 200 152 104 9.2 8.0 7.0 6.0 54

SOURCE: Congressional Budget Office.

NOTE: n.a. = not applicable.

a. After adjustment for advance appropriations.

b. Mainly Civil Service Retirement, Military Retirement, Medicare, unemployment insurance, and the Airport and Airway Trust Fund.

c. Differs from gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit. The
current debt limit is $5,950 billion.

d. Debt held by the public minus excess cash.

year projection period. Therefore, in any given year, mum level of debt for the entire year and will therefore
some debt will remain outstanding and incur interest have identical net interest costs.

costs, regardless of the size of the surplus. That mini-

mum level of outstanding debt will decline each year, By 2008, accumulated excess cash will outstrip
CBO estimates, eventually falling to $830 billion by  remaining debt held by the public in both the freeze
2010 (see Table 1-11). Once the minimum is reached, and capped variations. In other words, if all of the
the baseline accounts for any excess cash from the outstanding debt were available for redemption, it
surplus separately and does not consider the proceeds could be paid off by then. Even in the inflated varia-
generated by investing that cash as part of net interest. tion of the baseline, accumulated cash is projected to
Under CBO’s current budget outlook, by 2007 each  exceed debt held by the public in 2009.

version of the baseline will be at the estimated mini-
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Table 1-12.
Trust Fund Surpluses (BY fiscal year, in billions of dollars)

Actual
Trust Fund 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Social Security 125 150 166 187 202 215 232 247 263 278 293 307
Medicare
Hospital Insurance (Part A) 22 25 32 40 40 40 37 42 37 34 31 27
Supplementary Medical Insurance
(Part B) 5 1 7 83 _2 3 -4 4 1 A4 1 -1
Subtotal 26 26 26 37 38 36 33 41 36 34 30 26
Military Retirement 7 7 8 8 9 10 10 11 12 12 13 14
Civilian Retirement® 31 31 32 33 33 33 33 34 34 34 34 35
Unemployment 7 9 9 8 6 1 * * -1 -2 * 1
Highway and Mass Transit 10 4 3 3 3 4 4 4 5 6 6 7
Airport and Airway 3 1 1 1 1 2 2 3 3 4 5 6
Other - 3 38 4 383 838 _ 3 _8 _ 38 _38 _38 _3 _3
Total Trust Fund Surplus® 213 233 248 281 296 303 318 343 355 370 385 399
Federal Funds Deficit (-)
or Surplus® -88 -1 20 32 49 66 83 126 167 196 240 286
Total Budget Surplus® 124 232 268 312 345 369 402 469 523 565 625 685
Memorandum:
Net Transfers from the General
Fund to Trust Funds 275 290 305 336 363 387 416 443 477 510 545 583

SOURCE: Congressional Budget Office.
NOTE: * = between -$500 million and $500 million.
a. Civil Service Retirement, foreign service retirement, and several small funds.

b. Primarily Railroad Retirement, employees’ health and life insurance, Hazardous Substance Superfund, and various veterans’ insurance trust
funds.

c. Assumesthatdiscretionary spending grows atthe rate of inflation after adjustment for advance appropriations. The total surplus would be greater
under the capped version of the baseline (which assumes that discretionary spending equals CBO's estimates of the statutory caps through 2002
and grows at the rate of inflation thereafter) or the freeze version (which assumes that discretionary spending is frozen at the level enacted for
2000).

CBO's current estimates of surpluses in federal  $90 billion in 2000; the remainder of the Social Secu-
trust funds are similar to those published in Jantiary.  rity surplus results from transfers from the general
The Social Security trust funds continue to account fund for interest payments.) By 2010, the Social Se-
for well over half of all trust fund surpluses: $150  curity surplus is projected to total $307 billion, but it
billion this year out of a total of $233 billion (see will begin to shrink soon afterward as large numbers
Table 1-12). (Social Security taxes are projected to of baby boomers start to retire. The Hospital Insur-
exceed benefit payments and administrative costs by ance Trust Fund is currently running a surplus of

about $25 billion. That figure is projected to increase
to $42 billion in 2006 but decline in the later years of
the decade.

2. See Congressional Budget Offidéhe Budget and Economic Out-
look: Fiscal Years 2001-201@anuary 2000).
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Comparison with the
Administration's Current-
Services Projections

On June 26, the Administration issuedMlisl-Session
Reviewof the 2001 budget. The “current-services”
projections in that report are analogous to the inflated
version of CBO’s baseline. Both conclude that the
surplus will climb steadily through 2010—if revenues
and mandatory spending continue to be governed by
current laws and if discretionary appropriations keep
pace with inflation.

The 10-year surplus that CBO projects for 2001
through 2010 in the inflated version of its baseline is
$368 billion larger than the cumulative surplus esti-
mated by the Administration’s Office of Management
and Budget (OMB). About $300 billion of that differ-
ence appears in on-budget accounts and $67 billion in
off-budget accounts. Although a discrepancy of $368
billion may seem large, it results from differences of
just 1.0 percent in total revenues projected for the
period and 0.5 percent in total projected outlays. In
most years, the two estimates of the surplus differ by
$30 billion to $50 billion, which is well within the
range of uncertainty that surrounds such projections
(see Table 1-13).

More than two-thirds of the difference ($259 bil-
lion) between CBQO’s and the Administration’s projec-
tions of the 10-year surplus results from differences in
revenue projections. CBO’s projections are higher for
most of the 2001-2010 period—as much as $44 billion
higher in 2003. Those differences are largely a result
of CBO’s somewhat higher projection of the effective
tax rate on individual income. In later years, however,
the Administration’s slightly larger projection of the
tax base (composed mainly of wages and salaries plus
corporate profits) offsets CBO'’s higher effective tax
rates, so that by the end of the decade, the two projec-
tions of total revenues are virtually the same.

On the spending side of the budget, the differ-
ences are even smaller than those involving revenues.
In all, CBO estimates that outlays will be $109 billion
lower over the 2001-2010 period than OMB does.
CBO'’s projection of discretionary spending is higher

than OMB'’s over the 10-year period but is offset by
lower estimates of spending on mandatory programs
and net interest.

Discretionary spending under the inflated varia-
tion of CBO’s baseline exceeds the Administration’s
estimates by amounts that rise gradually from $3 bil-
lion in 2001 to $19 billion in 2010. Those differences
can be explained mostly by variations in the factors
used to inflate budget authority into the future (the
GDP deflator and the employment cost index for
wages and salaries). Such factors are slightly higher
in CBO’s view than in the Administration’s and there-
fore generate marginally higher annual outlays.

In every year from 2001 through 2010, the Ad-
ministration projects higher levels of mandatory out-
lays than CBO does. That gap ranges from just $4
billion in 2004 to about $20 billion in 2008 through
2010. Most of that difference lies in benefit programs.
By 2010, CBO's projections of mandatory spending
for health (chiefly Medicare and Medicaid) are $27
billion greater than OMB'’s, but that divergence is
overshadowed by CBO's judgment that spending in
other areas—education, income security, Social Secu-
rity, and veterans’ benefits—will be $48 billion lower
than OMB projects. The bulk of those differences
stem from technical factors (chiefly, assumptions
about caseloads and about increases in average bene-
fits), not from contrasting economic assumptions. For
example, CBO projects that the average benefit for
disabled workers who get Social Security will climb
just 0.4 percent a year faster than the rate of infla-
tion—its average growth for the past five years—
whereas the Administration assumes that the growth
will be about three times greatfer.

Differences in projections of net interest (includ-
ing the proceeds from investing excess cash) can result
from differences in interest rates, differences in as-
sumed levels of debt, or other, technical factors.
Through mid-2002, the interest rates in CBO’s eco-
nomic forecast are higher than those of OMB, which
leads to higher estimates of net interest. However,
throughout the 10-year period, CBO projects greater

3. Thatand many other differences persist from the projections that CBO
and OMB published earlier this year. For more details, see Congres-
sional Budget OfficeAn Analysis of the President’'s Budgetary Pro-
posals for Fiscal Year 2001
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Table 1-13.
Comparison of CBO'’s Inflated Variation of the Baseline with OMB’s Current-Services Baseline
(By fiscal year, in billions of dollars)

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

CBO’s July 2000 Inflated Variation

Revenues 2,008 2,109 2,202 2,290 2,380 2,486 2,594 2,706 2,826 2,960 3,102
On-budget 1529 1601 1666 1,729 1,795 1,873 1,955 2,040 2,132 2,235 2,344
Off-budget 479 509 537 561 585 613 639 666 694 725 758

Outlays
Discretionary 608 638 656 676 693 713 728 744 765 785 804
Mandatory 944 986 1,032 1,096 1,167 1,244 1,296 1,368 1,455 1,544 1,642
Net interest and excess cash 224 218 201 174 151 126 101 72 41 7 -29

Subtotal 1,776 1,841 1,890 1,946 2,011 2,084 2,125 2,183 2,261 2,336 2,417
On-budget 1,445 1,498 1540 158 1,641 1,703 1,733 1,780 1,845 1,903 1,966
Off-budget 330 343 350 360 370 381 392 403 416 432 451

Surplus 232 268 312 345 369 402 469 523 565 625 685
On-budget 84 102 126 143 154 169 222 260 288 332 377
Off-budget 149 165 186 202 215 232 247 263 278 293 307

OMB'’s Mid-Session Review Current-Services Baseline

Revenues 2,013 2,085 2,164 2,247 2,340 2,448 2558 2,685 2,815 2,951 3,104
On-budget 1534 1579 1634 1692 1,760 1,836 1,921 2,016 2,115 2,220 2,334
Off-budget 478 506 530 555 580 612 637 668 699 731 770

Outlays
Discretionary 612 635 650 667 684 700 713 731 749 767 785
Mandatory 955 1,000 1,039 1,106 1,171 1,249 1,308 1,386 1,475 1564 1,661
Net interest and excess cash 222 211 197 179 161 140 116 89 59 26 -13

Subtotal 1,789 1,845 1,886 1,952 2,016 2,088 2,137 2,206 2,283 2,357 2,433
On-budget 1,459 1500 1531 1588 1,641 1,702 1,739 1,794 1,857 1,914 1,970
Off-budget 330 346 354 364 375 386 398 412 426 443 464

Surplus 224 239 279 295 324 360 422 479 532 595 670
On-budget 75 79 102 104 119 134 182 222 259 307 364
Off-budget 148 160 176 191 205 226 239 256 273 288 306

Difference (CBO minus OMB)

Revenues -5 25 38 44 40 38 36 21 11 9 -2
On-budget -5 22 32 37 35 37 34 23 17 15 10
Off-budget 1 3 6 7 5 1 2 -2 -5 -6 -12

Outlays
Discretionary -4 3 6 9 9 14 15 12 16 18 19
Mandatory -11 -14 -6 -10 -4 -4 -11 -18 -20 -20 -20
Net interest and excess cash _2 7 _4 -5 _-10 _-13 _-16 _-17 _-18 _-18 -16

Subtotal -13 -4 4 -6 -5 -4 -11 -23 -22 -21 -16
On-budget -13 -2 8 -2 0 1 -5 -15 -12 -10 -3
Off-budget 0 -3 -4 -4 -5 -5 -6 -9 -10 -11 -13

Surplus 9 29 34 49 45 42 47 44 34 30 14
On-budget 8 23 24 39 35 36 39 38 29 25 13
Off-budget 0 5 10 11 10 6 8 6 5 5 1

Memorandum:

Surplus Excluding Social Security
and Medicare’s Hospital Insurance

CBO 57 70 86 102 114 132 180 223 253 301 350
omMB _50 49 66 68 80 95 139 180 216 263 318
Difference 7 21 20 34 34 38 41 43 37 37 32

SOURCES: Congressional Budget Office; Office of Management and Budget.
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surpluses than OMB does, and that effect—along with
technical estimating differences—eventually dominates
the discrepancy between the two agencies. The combi-
nation of such factors causes CBQ’s projections of net
interest to fall below OMB’s by $16 billion to $18
billion a year after 2005.

Uncertainty in Budget
Projections

The federal budget is influenced by a number of fac-
tors that are difficult to predict, including new legisla-
tion. However, because the baseline is meant to serve
as a neutral reference point for assessing policy
changes, it makes no assumptions about future legisla-
tion. Therefore, the baseline incorporates only eco-
nomic and technical assumptions.

Legislation has had relatively little impact on the
budget in recent years, but estimates of the surplus
have still deviated significantly from actual results for
economic and technical reasons. In a $2 trillion bud-
get, minor discrepancies in those factors can lead to
sizable changes, which become exacerbated over time.

Such unforeseen economic developments as the
sustained, rapid growth of GDP have boosted reve-
nues and significantly improved the budget’s condi-
tion. History suggests that the economy, currently in
its longest peacetime expansion, will return to a more
moderate level of growth over the next 10 years.
Whether it does or not, in an economy as large as that
of the United States, even minor fluctuations in either
direction can produce results that differ substantially
from CBO'’s current projections. For example, if real
economic growth is just 0.5 percent higher or lower
each year than projected, the surplus in 2010 could be
$250 billion higher or lower than projectéd.

4.  For adiscussion of how the economy affects the budget, see Congres-
sional Budget OfficeThe Budget and Economic Outlo@dkppendix
C.

Substantial uncertainty can also enter the projec-
tions from a myriad of technical factors, such as mis-
estimates of the number of people who will qualify to
receive various benefits or the level of benefits they
will use. Estimates of spending are very sensitive to
such technical factors, which have constituted the larg-
est source of misestimates in CBO’s projections of
outlays. For example, if the use of medical services
increases 1 percentage point faster than the projected
growth of enroliment and general inflation would sug-
gest, Medicare spending could increase by a total of
$190 billion over the next 10 years.

Potential errors such as those highlight the dan-
ger in attributing precision to long-term projections.
Ten-year estimates allow the Congress to consider the
longer-term budgetary implications of legislation
rather than focus only on short-term implications.
However, that long time horizon also increases the
likelihood that substantial discrepancies will emerge
between actual results and projections. Since each
year’s estimates build on those of the previous year,
longer projection periods imply a greater chance that
errors will compound and will produce more uncer-
tainty in the estimates used to make policy decisions.

In fact, looking at estimates produced since
1986, CBO'’s projections of revenues one year in ad-
vance have differed from actual outcomes by about
4.1 percent in absolute terms (ignoring whether a dif-
ference is an overestimate or an underestimate). That
difference is about two and a half times larger, 10.8
percent, when revenues are projected five years into
the future. For outlays, the corresponding figures are
3.1 percent for projections one year ahead and 4.8 per-
cent for those five years in advarice.

5. Foramore detailed discussion of uncertainties in forecasting and their
implications for budget projections, see Congressional Budget Office,
The Budget and Bnomic OutlookChapter 5. (Some of these cal-
culations were updated since that report was issued.)



Chapter Two

The Economic Outlook

last quarter of 1999 have led the Congressional

Budget Office to strengthen its forecast of eco-
nomic activity in 2000 and 2001 (see Table 2-1).
CBO now expects nominal and real (inflation-ad-
justed) gross domestic product to be moderately higher
than it anticipated in January, as a result of unexpect-
edly rapid growth in economic activity during the
fourth quarter of 1999 and the first quarter of 2000.
In addition, CBO has raised its forecast for inflation

The surprising economic developments since the

would have led to shortages or to an upswing in infla-
tion. But reports of shortages have not been wide-
spread, nor has the lag between orders and deliveries
increased. And inflation, though showing some signs
of picking up, remains low.

Yet judging the extent and magnitude of the in-
crease in the trend growth of productivity is im-
mensely difficult. Productivity rose 3.7 percent be-
tween the first quarters of 1999 and 2000, well above

and interest rates on the basis of unforeseen increases the 1.6 percent it averaged from 1973 through 1994.

in those measures. Economic activity now appears to
have slowed in the second quarter of 2000, but even
with that slackening, the economy remains strong.

The current CBO forecast assumes that growth
of the nation’s real GDP will average 4.9 percent this
year and 3.1 percent next year. Inflation, as measured
by growth in the consumer price index for all urban
consumers (CPI), is expected to increase this year by
almost a full percentage point, rising to 3.1 percent
before tapering off slightly next year. Interest rates on
three-month Treasury bills and 10-year Treasury notes
are expected to climb to about 6% percent by 2001.

The impressive growth of economic activity dur-
ing the fourth quarter of 1999 and the first quarter of
2000 has also raised CBOQ's projections of real GDP
for 2002 through 2010. Indeed, that spurt adds to the
evidence that the nation some time ago entered a “new
era” of higher productivity growth that has raised the
economy'’s productive capacity. If productivity had
continued along its lower trend of the past two de-
cades, the soaring demand of the past few quarters

(Some of the recent growth, however, is the temporary
result of the strength in demand.) CBO'’s current esti-
mate of the trend of productivity growth is 2.5 percent
for the past five years and 2.4 percent for the next 10
(after adjusting for the temporary effects of cyclical
variations in demand). Those estimates are slightly
higher than the ones incorporated in CBO’s January
forecast for the two periods.

The State of the Economy

The economy remains in robust health, although there
are signs that growth is slowing and price and wage
inflation may be heating up. The slowing largely re-
flects a return to a more normal pace of activity.
However, some portion of the deceleration is probably
the result of actions over the past year by the Federal
Reserve to raise interest rates and thus tighten condi-
tions in the nation’s money markets.
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Table 2-1.
CBOQO'’s Economic Projections for Calendar Years 2000-2010

Actual Forecast Projected Annual Average
1999 2000 2001 2001-2005 2006-2010
Nominal GDP (Billions of dollars)
July 2000 9,256 9,907 10,433 12,5082 15,675
January 2000 9,235 9,692 10,154 12,0542 15,024°
Nominal GDP (Percentage change)
July 2000 5.7 7.0 5.3 4.8 4.6
January 2000 54 5.0 4.8 4.5 4.5
Real GDP° (Percentage change)
July 2000 4.2 4.9 3.1 2.7 2.7
January 2000 3.9 3.3 3.1 2.7 2.8
GDP Price Index® (Percentage change)
July 2000 14 2.1 21 2.0 1.8
January 2000 1.4 1.6 1.6 1.7 1.7
Consumer Price Index® (Percentage change)
July 2000 2.2 3.1 2.7 2.7 25
January 2000 2.2 2.5 2.4 2.5 2.5
Unemployment Rate (Percent)
July 2000 4.2 3.8 3.7 4.3 5.1
January 2000 4.2 4.1 4.2 4.6 5.2
Three-Month Treasury Bill Rate (Percent)
July 2000 4.6 5.9 6.7 5.3 4.8
January 2000 4.6 54 5.6 51 4.8
Ten-Year Treasury Note Rate (Percent)
July 2000 5.6 6.5 6.8 6.0 5.7
January 2000 5.6 6.3 6.4 5.9 5.7
Tax Bases (Percentage of GDP)
Corporate profits'
July 2000 9.2 9.2 8.4 7.6 7.0
January 2000 9.1 8.6 8.2 1.7 7.2
Wages and salaries
July 2000 48.3 48.1 48.5 48.6 48.3
January 2000 48.5 48.8 48.8 48.9 48.8

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Federal Reserve Board; Department of Labor,
Bureau of Labor Statistics.

NOTES: Percentage changes are year over year.
Year-by-year economic projections for calendar years 2000 through 2010 appear in Appendix D.
Level of GDP in 2005.
Level of GDP in 2010.
Based on chained 1996 dollars.
The GDP price index is virtually the same as the implicit GDP deflator.
The consumer price index for all urban consumers.

-~ 0o a0 oop

Corporate profits are book profits.
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The Growth of Demand

Domestic demand in the fourth quarter of 1999 and
the first quarter of 2000 was much stronger than many
forecasters had expected. Real final sales to domestic
purchasers (that is, purchases by U.S. households,
governments, and businesses excluding investment in
inventories) grew at an average annual rate of 6.9 per-
cent in that period, more than a percentage point faster
than the average pace over the prior four quarters.
Some of that rapid growth may have been due to un-
seasonably warm weather during the closing months of
last year and the first months of this year, which en-
couraged spending on construction and retail sales.
Much of the growth in retail sales, however, may re-
flect the large gains in the stock market—the so-called
wealth effect—in late 1999. The growth of spending
on producers’ durable equipment and software was
also very strong in the first quarter of this year, climb-
ing at an annual rate of 24.7 percent. Some of that
growth is probably temporary, however, reflecting a
resumption of purchases after concerns about Year
2000 (Y2K) bugs proved to be unfounded.

Recent data indicate a slackening in the growth
of demand from its recent blistering pace, although
demand remains at a high level. Retail sales, and par-
ticularly sales of durable goods, fell in both April and
May of this year. Moreover, average sales of existing
single-family homes (through May) were 3.6 percent
below their average for the fourth quarter of 1999.
And average starts of single-family homes in April and
May were 3.9 percent below their average for the first
guarter of 2000.

The weakness in the single-family housing mar-
ket can be traced in part to the recent rise in interest
rates on home mortgages. Over the past year, the in-
terest rate on conventional 30-year mortgage loans has
risen about 1.3 percentage points, reaching 8.5 percent
in May.

Price and Wage Inflation

The near-term outlook for inflation in prices and
wages has worsened slightly since CBO prepared its
January forecast. Inflation in the price of energy, as
well as in the CPI excluding prices for food, energy,

Figure 2-1.
Measures of Consumer Price Inflation,
1995-2000

Percentage Change from Previous Year

CPI-U Minus
Food and Energy

A
hCPI-U
N\ I

CPI-U Minus
Food, Energy,
B and Tobacco
0 1 1 1 1 1
1995 1996 1897 1898 1999 2000
SOURCES: Congressional Budget Office; Department of Labor,
Bureau of Labor Statistics.

NOTE: The CPI-U is the consumer price index for all urban

consumers.

and tobacco, has been higher in 2000 than forecasters
anticipated (see Figure 2-1).Labor compensation
and the prices of imports have also risen faster than
expected this year, bringing additional concern about
pressure on the rate of inflation.

That concernis reinforced by the recent widening
of the gap between actual and potential GDP, a com-
monly cited measure of inflationary forces. Potential
GDP is the estimated level of output that can be sus-
tained for a substantial period without raising the in-
flation rate. When actual GDP is much greater than
its potential level, the inflation rate tends to rise. (In
other words, when demand is greater than supply,
prices tend to be pushed up.) The reverse is true as
well.

The rapid growth of demand in the fourth quarter
of last year and the first quarter of this year has wid-
ened the GDP gap and heightened inflationary pres-
sures. Although demand grew by nearly 7 percent

1. Extraordinary developments—Ilegal settlements and increases in excise
taxes—have sharply boosted the price of tobacco over the past two
years.
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during that period, estimates of the growth of potential
GDP were considerably smaller, in the range of 3 per-
cent to 4 percent. Consequently, CBO'’s estimate of
the GDP gap rose from 1.7 percent of potential GDP
in the third quarter of 1999 to 3.1 percent in the first
guarter of this year. Even though the link between the
GDP gap and inflation is far from perfect, the growing
divide signals the danger that inflation may be heating

up.

In fact, many prices now appear to be climbing
more rapidly than they did last year. Categories such
as medical care, housing rents, furniture, recreation,
and education are all experiencing price hikes. In No-
vember of last year, for example, the rate of growth of
the overall CPI and the CPI excluding food, energy,
and tobacco was 2.6 percent and 1.7 percent, respec-
tively, measured from November 1998. By May of
this year, the overall CPI had risen by 3.1 percent
since May 1999, and the CPI excluding food, energy,
and tobacco had climbed by 2.1 percent. (The price
index for personal consumption expenditures regis-
tered similar increases.) Inflation as measured by the
overall CPI may fall from current rates as energy
prices recede, but the underlying rate seems poised to
escalate further. (The underlying rate traditionally
excludes food and energy prices.)

Labor compensation has also been growing more
rapidly of late, bringing concerns that rising produc-
tion costs will show up in prices. Total compensation
(wages and salaries, and benefits) for private-industry
workers, as measured by the employment cost index,
rose by 4.6 percent for the year ending in March 2000,
up from annual growth of 3.0 percent for the year end-
ing in March 1999. With productivity growing by 3.7
percent over the past year, the growth in unit labor
costs remains modest but is likely to pick up sharply if
productivity growth slows.

In comparison with past months, import prices
are doing less to keep inflation down. Prices for im-
ported goods (excluding petroleum and computers)
have grown at an average rate of 1.0 percent since
mid-1999, after falling by an average of 1.7 percent
during 1997, 1998, and the first half of 1999. Al-
though not a major factor thus far, the recent strength
in foreign economies may exacerbate the pressures on
U.S. import prices in the coming months.

Petroleum prices have continued to rise rapidly
this year, but not as rapidly as in 1999. The price of
crude oil climbed by 27 percent between December
1999 and May 2000, after soaring 131 percent last
year from a very depressed level. Consumer gasoline
prices have risen as well, up by 28 percent through
May of this year on top of a 30 percent jump last year.
Nevertheless, analysts expect crude oil prices to be
lower at the end of this year than they were in May.

Financial Developments

The recent strength of the economy and actions by the
Federal Reserve have tightened conditions in financial
markets over the past year. To help slow what it
viewed as an overheating economy, the Federal Re-
serve raised its target for the federal funds interest rate
(the overnight rate that banks charge one another)
from 5.25 percent in August 1999 to 6.50 percent in
May 2000. In addition, the interest rate on three-
month Treasury bills rose from 4.73 percent in Sep-
tember to 5.92 percent in May.

Interest rates on long-term debt have also moved
up. The rate on 10-year Treasury notes rose from
5.92 percent in September 1999 to 6.44 percent in
May. Over the same period, the interest rate on high-
grade, Aaa-rated corporate bonds went from 7.39 per-
cent to 7.99 percent; lower-grade, Baa-rated bonds
rose a little more, from 8.20 percent to 8.90 percent.
The interest rate on conventional 30-year home mort-
gages climbed from 7.82 percent in September to 8.52
percent in May.

In tandem with the rise in interest rates, stock
prices have slipped. Although movements in stock
prices are difficult to explain fully, one important fac-
tor may be the market’s expectation that actions by the
Federal Reserve to contain inflation will slow future
corporate earnings. Higher interest rates, moreover,
lower the prices of assets (like stocks) whose values
depend on future streams of income. After recording

2. The rate on 30-year Treasury bonds increased only 8 basis points be-
tween September 1999 and May 2000. (A basis point is a hundredth
of a percentage point.) That small uptick may reflect, in part, the
smaller supply of 30-year Treasury debt: because of the federal sur-
plus, the Treasury has both reduced its sales of 30-year debt and repur-
chased some of it.
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strong gains in 1999, the major stock price indexes
were lower by the end of May 2000 than at the end of
last year; nevertheless, they were still generally higher
than they were a year ago. In particular, the

NASDAQ composite index, which comprises a large

number of “new economy” stocks, was about 38 per-
cent higher.

CBO's Economic Forecast
for 2000 and 2001

Through the end of 2001, CBO expects the growth of
real GDP to slow and inflation in consumer prices to
rise (see Table 2-2). Continued high levels of demand
this year, combined with signs of higher inflation, are
likely to prompt the Federal Reserve to raise the fed-

eral funds rate further—in mid-June, financial markets

were expecting the rate to climb to about 7 percent by
early 2001. Other interest rates are likely to follow

suit, which would help slow the economy next year

and dampen the growth of inflation.

Higher interest rates could be a drag on the econ-
omy through several channels. CBO anticipates a
slowdown in fixed investment, especially in residential
construction. At the same time, with accelerating in-
terest rates and faster growth in labor compensation
holding down profits, stock prices are unlikely to con-
tinue increasing at the rate of the past several years.
Consequently, the boost to consumer spending from
higher stock prices should gradually diminish. Higher
interest rates will also limit the demand for U.S. goods
and services by helping keep the exchange value of the
dollar strong.

Table 2-2.
The CBO Forecast for 2000 and 2001

Actual Forecast
1999 2000 2001
Fourth Quarter to Fourth Quarter
(Percentage change)
Nominal GDP 6.3 6.3 5.1
Real GDP? 4.6 4.0 2.9
GDP Price Index® 1.6 2.2 2.1
Consumer Price Index®
Overall 2.6 2.9 2.9
Excluding food and energy 2.1 25 2.9
Calendar Year Average
(Percent)
Real GDP? 4.2 4.9 3.1
Unemployment Rate 4.2 3.8 3.7
Three-Month Treasury Bill Rate 4.6 5.9 6.7
Ten-Year Treasury Note Rate 5.6 6.5 6.8

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Federal Reserve Board; Department of Labor,

Bureau of Labor Statistics.

a. Based on chained 1996 dollars.

b. The GDP price index is virtually the same as the implicit GDP deflator.

c. The consumer price index for all urban consumers.
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As a result of those factors, CBO expects real
GDP growth to slow to 3% percent during the second
half of this year, down from its average of 4% percent
during the 1997-1999 period and 6.4 percent in the
last quarter of 1999 and the first quarter28f00.
During 2001, growth in real GDP is expected to fall
further, to 2.9 percent.

Although GDP growth is expected to slow, CBO
estimates that the GDP gap will remain large. Conse-
guently, the underlying rate of inflation is likely to in-
crease further during this year and next. Over the four
guarters ending with the first quarter of 2000, the un-
derlying rate of CPI inflation averaged 2.1 percent.
By the end of 2001, CBO expects that rate to reach

Table 2-3.
CBOQO'’s Economic Projections for Fiscal Years 2000-2010

Actual Forecast Projected Annual Average
1999 2000 2001 2001-2005 2006-2010
Nominal GDP (Billions of dollars) 9,116 9,758 10,303 12,3702 15,495
Nominal GDP (Percentage change) 5.6 7.0 5.6 4.9 4.6
Real GDP° (Percentage change) 4.2 5.1 3.4 2.8 2.7
GDP Price Index® (Percentage change) 1.3 1.9 2.2 2.0 1.8
Consumer Price Index® (Percentage change) 1.9 3.0 2.7 2.7 2.5
Unemployment Rate (Percent) 4.3 3.9 3.7 4.3 51
Three-Month Treasury Bill Rate (Percent) 4.4 5.6 6.6 5.4 4.8
Ten-Year Treasury Note Rate (Percent) 5.3 6.4 6.8 6.1 5.7
Tax Bases (Percentage of GDP)
Corporate profits' 9.0 9.3 8.7 7.7 7.0
Wages and salaries 48.3 48.1 48.4 48.6 48.4

SOURCES: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Federal Reserve Board; Department of

Labor, Bureau of Labor Statistics.

NOTES: Percentage changes are year over year.

Year-by-year economic projections for fiscal years 2000 through 2010 appear in Appendix D.

a. Level of GDP in 2005.

b. Level of GDP in 2010.

c. Based on chained 1996 dollars.

d. The GDP price index is virtually the same as the implicit GDP deflator.

e. The consumer price index for all urban consumers.

f. Corporate profits are book profits.
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3.0 percent. The tight labor market has already
pushed up the growth rate of labor compensation, and
that pressure i